Journal of Accountancy
Volume 33

Issue 1

Article 1

1-1922

Deflation in Relation to Cost Accounting
Stanley G.H. Fitch

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Fitch, Stanley G.H. (1922) "Deflation in Relation to Cost Accounting," Journal of Accountancy: Vol. 33: Iss.
1, Article 1.
Available at: https://egrove.olemiss.edu/jofa/vol33/iss1/1

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

The Journal of Accountancy
Official Organ of the American Institute
Vol. 33

January, 1922

of

Accountants

No. 1

Deflation in Relation to Cost Accounting*
By Stanley G. H. Fitch
For more than two years the business concerns of this country
have been passing through a period of deflation—deflation in com
modity prices, in salaries and wages, in views of men as to what
constitute necessities as contrasted with luxuries. The process of
deflation has not yet been completed, although substantial progress
has been made in many lines. Representative bankers and busi
ness men have expressed the opinion that optimism has now to a
large extent replaced the pessimism as to the recovery of business
which for a time was perhaps too generally in evidence. There
are indications that fundamentally business conditions are
improving, although slowly and irregularly. A sudden recovery
after the sharp liquidation through which we have passed should
not be expected nor desired if business is to be firmly reestablished
upon sound foundations.
It, therefore, seems to be apparent that for some time to come
we shall be faced with subnormal business conditions reflected
by curtailed production on the part of manufacturers, involving
part-time operation of plants or periodical shut-downs. In order
to meet this situation, drastic cuts in expenses have been made by
business executives. Operating organizations have been reduced
to mere skeletons and clerical forces have been well-nigh wiped
out. Under such conditions it is perhaps not strange that the
continuance of a cost department should be regarded as not jus
tifiable, and this thought brings me directly to the development
of the subject of this paper.
The question may well be asked: Should a cost department be
retained under present business conditions ? This can be
answered in the affirmative, and it will be indicated later how, in
* An address delivered at the sixth annual meeting of the Associated Industries of
Massachusetts, at Boston, October, 1921.
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a majority of cases, it is feasible to accomplish this while making
some concessions to the necessity for economies in clerical
payroll.
Scope of Cost Accounting
A broad conception of the term “cost accounting” includes
not merely the bookkeeping work incidental to tabulating figures
relating to costs of job orders, processes, etc.—it embraces com
plete general accounts, usually in condensed form, including
appropriate controlling accounts for raw materials, work in
process, finished product, overhead expenses, etc., from which
periodical statements of operations and financial condition can be
prepared; it embraces subsidiary records, in support of the major
controlling accounts, kept in such detail as may be required to
disclose necessary analytical information relating to costs, raw
and finished stocks on hand, etc.; it embraces the interpretation,
in the light of comparative standards, of the figures disclosed by
the accounts; it embraces the whole field of materials control, the
efficiency of labor, labor turnover, routing and planning of work,
and the determination, apportionment and application of the
elusive element of overhead expense or burden. In short, the
present-day conception of cost accounting covers the entire range
of industrial accounting.
It is safe to say that in normal times no sane man would
venture the assertion that any business can be successfully con
ducted without a knowledge of the cost of operations. Competition
founded on an intelligent use of production costs can be met on
its own ground, but a competitor who does not know his costs
and fixes prices in ignorance of proper cost information will not
only ultimately come to grief himself, but will adversely affect
the operations of others who are striving to obtain a fair return
on their investment.
It is true, however, that the use of costs as a basis for fixing
selling prices, except in non-competitive lines, is of secondary
importance. Goods have to be sold for what they will bring in
the open market but the management should know what margin
exists between cost and selling price so that the least profitable
lines can be withheld and the sale of the more profitable pushed.
It is as a means of controlling operations that costs are an
indispensable aid to management. Comparative departmental
costs over an extended period afford a basis for determining
relative efficiencies of department heads and the establishment of
2
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interdepartmental competition, encouraged by suitable bonus
rewards for best performances.
The development of cost accounts, to be of the greatest value,
should be under the direction of a trained cost executive or cost
engineer. Costs accurately compiled under such direction then
form a basis for consultation between the factory head and the
management, in which the cost engineer frequently acts as inter
preter of the cold figures. Sympathetic understanding by the cost
executive of the problems of the shop and a full realization by
the factory head of the need for full information, which only the
shop can give, and the importance of the work of the cost depart
ment are prerequisite to the cooperation between them, without
which the full benefit of the cost accounting cannot be achieved.
An adequate cost system includes, as one of its integral parts,
a perpetual inventory or stock record, from which can be shown
quantities and values, appropriately classified, on hand at all times.
Many executives fail to realize that materials represent money
and that they should be safeguarded and accounted for not less
diligently than the petty cash fund, which is generally subject
to close scrutiny. Moreover the value of materials carried on
hand by the average manufacturer is ordinarily many times that
of cash in bank; but it is frequently subject to verification only at
the time of annual or semi-annual stock-taking.
An essential accompaniment of a perpetual inventory is
thorough physical control of all materials and the fixing of
responsibility for their care and issue only on duly authorized
requisitions. Periodical comparisons between the stock records
and actual stocks on hand insure the accuracy of the records,
indicate possible loss or pilfering of stock and obviate the necessity
for a complete physical inventory at any set date, involving, as
is frequently the case, a shutdown of the plant and subsequent
forced and overtime work of the clerical staff with attendant
interruption of regular work.
Close cooperation between the stock department and the pur
chasing department is of prime importance. A supervisor of
stock (in contrast to a stock clerk) can render valuable service
in maintaining well-balanced stocks, of sufficient size to prevent
delays in production, while holding the quantities down to a
reasonable minimum, and a purchasing agent (in contrast to an
order clerk) will exercise discretion in buying, follow closely the
markets for materials and see that materials are shipped when
promised.
3

The Journal of Accountancy

Expediency of Retaining Cost Department Organizations
During Periods of Business Depression
Granted that cost accounting is essential to the successful con
duct of modern business, and assuming that an efficient cost
department has been organized and developed to a high state of
efficiency, affording to the management the means of effective
and necessary control, it would appear to be little short of a
calamity to consider the abandonment of such a department at a
time of business depression and keen competition when the need
for such an aid to management is greatest. If expenses must
be cut, if retrenchment is the order of the day, why destroy the
beacon which can show the way to effective economies through
elimination of the least efficient departments or by discontinu
ance of unprofitable lines of product?
It should not be understood that the retention of a cost depart
ment in its entirety is advocated in the face of wholesale reductions
throughout other departments of an industrial organization, but
it should be feasible to retain the nucleus of the cost department’s
organization and to continue the most essential part of the cost
accounting work. The management can then have the benefit of
information needed to guide its decisions in a critical time; the
hardship on individuals will be minimized; and the time, energy,
thought and money expended in organizing and developing the
cost department will not be entirely lost. When business revives,
the management can readily expand the cost department’s per
sonnel to meet improved conditions without rebuilding the entire
fabric of cost system and cost accounting organization.
This principle of holding together an industrial organization
in times of depression has been extensively applied in numerous
large plants during the past two years or more. Not only have
the departmental organizations been retained in skeleton form,
but by reducing hours, i.e., by working a reduced force and alter
nating the employees every two or three days, substantially the
entire force is kept on the payroll, the burden of unemployment
is shared by all instead of any part only, and the personnel suffers
little change when business improves and full time is resumed,
the company thereby escaping the loss, delay and inconvenience
attendant upon breaking in new employees.
It is possible that many executives, while recognizing the
importance of retaining, as far as practicable, a skeleton organi
zation in productive departments during times of depression,
4
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owing to the difficulty of replacing the personnel when business
improves, fail to realize that it is equally difficult to rebuild the
organization of trained employees in a so-called non-productive
department whose function may be fairly classed as an essential
one in the intelligent management of the business.
By way of illustration the following specific case is cited. A
machine shop had developed its cost department to a highly satis
factory degree. Materials, labor and overhead expense were
under proper accounting control and, by means of job orders,
detailed costs were obtained on individual parts as well as on
complete machines. When the bottom fell out of the machinetool business, strong pressure was exerted on the manager to
abolish the cost department. After due deliberation, however,
it was decided to eliminate all detail work of posting to job orders
and to subsidiary material stock accounts with a consequent reduc
tion in the clerical force.
Summaries of material requisitions, however, were continued
as a basis for the usual controlling account entries, crediting raw
materials account and debiting work-in-process account. Payroll
summaries, showing totals of direct and indirect labor, were
likewise continued, and the usual controlling charges were made
to work-in-process and overhead expense accounts. The over
head expense chargeable to the cost of the product was ascertained
on a predetermined standard and the controlling accounts for
work-in-process and overhead expense were debited and credited,
respectively. The value of the finished product was computed on
the basis of standard costs; and work-in-progress and finishedproduct controlling accounts were credited and debited, respect
ively. Finally finished-product controlling account and cost-ofsales account were credited and debited respectively with the
standard cost of goods sold. In other words, the skeleton of the
organization was retained, and the essential controlling accounts
were built up as usual, so that with the recovery of business, the
cost department will be in position to function, by a simple
expansion of personnel, as heretofore, while in the meantime the
reduced force can readily furnish necessary information required
by the management.

Determination and Use of Standard Costs
Another phase of cost accounting which of late years has
deservedly received increasing attention is the development of
5
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standard costs as a measure of actual production efficiency. Under
ordinary conditions standard costs have been introduced with
decided success. Under present conditions it seems to me that
they provide the basis for the solution of many of the cost prob
lems with which the industrial community is now faced.
Standard costs may be regarded as predetermined costs based
upon a normal production for a given plant. By normal produc
tion is not meant maximum capacity production which might
only be attained under boom conditions, but a reasonable pro
duction under ordinary business conditions. It is of course
necessary to determine separately the standards for the three
elements of cost: viz., direct material, direct labor and overhead
expense.
Little difficulty will be met in determining standard material
costs. Stores records and purchase records will show costs of
materials on hand or to be bought, and past production records
should show what allowance to make for additional costs due to
shrinkage or loss in manufacture. Specifications should provide
the necessary information as to quantities.
Standards of production must be carefully determined and are
essential in fixing standard labor costs. Current wage rates, in
conjunction with production standards, supply the basis of stand
ard labor costs. Inasmuch as direct material and direct labor vary
with production, all such material and labor charges (theoretically
at least) are absorbed in the cost of the product, even though
production falls short of normal.
When we come to consider the element of overhead in stand
ard cost, however, we are confronted with a different problem.
Overhead expense does not vary with changes in the volume of
production as is the case with direct material and direct labor,
but to a great extent it remains fixed, regardless of fluctuations
in volume of product. Taxes, insurance, depreciation and salaries
of superintendents are examples of charges which persist on a
substantially constant basis. Indirect labor, expense supplies,
heat and light and repairs may vary to some extent with pro
duction, but in any event there are minimum charges for such
items which must be absorbed. Having regard to the above con
ditions, the first step in determining a proper overhead charge for
inclusion in a standard cost is to ascertain the total overhead for
the plant under normal operating conditions. Next we have to
determine what constitutes normal production in terms of pro
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duction units or in productive labor hours. The normal over
head cost can then be fixed for inclusion in a schedule of total
standard cost.
The discussion of the allocation of overhead to cost of product
might be extended to cover the respective merits of the several
methods in common use, which, to cite some of those most
familiar, include the percentage of direct labor, the productive
man-hour rate and the machine-hour rate; but it is perhaps
sufficient to say here that the conditions prevailing in any given
case should be carefully studied and that method selected which
will give the best practical results, having regard to refinement
of costs desired, clerical work involved, etc. Furthermore, it
will be found that under some conditions the distinction between
direct labor and overhead expense loses much of its force, as
when one operator attends several automatic machines, so that
both charges can be combined and carried into the standard cost
computations as a single item.
It is obvious that, if a plant runs on less than normal produc
tion, there will necessarily result a certain charge for overhead
not absorbed in costs, frequently termed “unabsorbed overhead”
or “unapplied burden,” which may properly be regarded as the
cost of idle capacity. In slack times the use of a normal charge
for overhead will result in a balance of unabsorbed overhead which
must ultimately find its way to profit and loss account. In times
of business activity the production may at times exceed the normal,
and in such case there will be a balance of overabsorbed overhead.
In actual practice the balance of overhead account will be closed
out only at the end of a fiscal period, but in presenting monthly
statement of profit and loss the balance should be shown as a
supplementary charge or credit to profit and loss, so that there
may be no misapprehension of what the actual profits are, even
though costs have been computed on a normal overhead basis. The
cost of idle capacity, as disclosed by the amount of unabsorbed
burden, should ever be kept in the limelight, especially in times
like the present, so that a full knowledge of the additional pro
duction required to absorb the overhead and thus place the plant
on a paying basis may be readily available.
Having established a basis of standard costs, actual costs
should be currently compiled in comparison with the predeter
mined standards and all variations from standards should be
carefully investigated. It is at this point that the cost engineer
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can be of highest value to the management in interpreting the
results of the cost comparison and in suggesting lines of action
leading to the elimination of waste and to more efficient operation,
to changes in methods of handling product or to the elimination
of unprofitable articles hitherto made and to the standardization
of the product, for volume output, in contrast to the continuance
of specialties hitherto deemed essential to hold certain trade.
Operating results expressed only in dollars have an undoubted
value for the purpose of exhibiting gross and net profits for
successive periods, as set forth in operating and profit-and-loss
statements. If we go a step farther and show the results in
dollars per unit of production and in analytical form, we shall
have made a distinct advance toward disclosing essential infor
mation.
Such comparisons, however, drawn from actual
operating results, are likely to reflect a period of extraordinarily
good business followed by a period of business depression,
neither of which represents normal production or normal costs.
Therefore, without standard costs as a basis, comparisons of
operating costs may lead to erroneous conclusions and may
seriously affect the future of the business. If an overhead charge
is adopted, which has been based on boom operations and included
in cost estimates for new business, it is clear that such a cost,
being lower than normal, could not be realized under normal
conditions and the new business if obtained would not show the
expected margin of profit. If, on the other hand, cost estimates
are based on overhead charges prevailing in periods of depression
(i.e., charges in excess of normal), the cost in a majority of cases
will be too high to enable the plant to obtain business in compe
tition with prices calculated on a normal overhead basis. The
foregoing illustrations show the importance of standard costs as
a guide in planning a business campaign..
Balance-sheets of borrowers are now, perhaps more than ever
before, subject to searching scrutiny by bankers and credit-men,
whose attention in a great number of cases is focused upon the
inventory as the key to the borrowers’ financial condition. The
familiar phrase describing the valuation of the inventory as “cost
or market, whichever is lower,” may conceal a large-sized joker.
What does “cost” mean, especially with reference to finished
product manufactured when production is far below normal?
Does “cost” mean that actual overhead charges have been loaded
upon the merchandise, thereby inflating the book value by
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inclusion of unearned overhead which should have been charged
to profit and loss ? Obviously the fair cost to use in the valuation
of an inventory is a standard or normal cost. If the latter basis
has been used, supported by details drawn from the cost records,
then the borrower will be in a strong position to maintain his
credit with his banker, while if the former basis has been used,
the credit-man’s mind is at once charged with doubt as to the
soundness of the borrower’s balance-sheet.
Special Problems in Standard Costs
The determination of standard costs and standard production
for many plants as they exist to-day presents problems quite
different from those encountered in ordinary times. Owing to
the extraordinary demands of the war, plants were increased
several times their pre-war size. Some of those plants were
utilized to their maximum capacity, while others were not com
pleted until about the time when war orders ceased. In either
case the extent to which it may be possible to utilize the increased
facilities after the return to normal conditions cannot now be
ascertained. In the case first mentioned, data should be pre
sumably available regarding production and costs, but the
emergency conditions under which the plants were operated
render the information unsuitable for use in determining normal
standards, so that the problem in both cases is essentially the
same, i.e., the standards must be set with little or no reference to
past performances.
A typical instance will perhaps illustrate how the solution may
be worked out. A plant operating five distinct departments was,
under pressure of war conditions, expanded to three times its
former capacity, but the construction was not completed until the
emergency had passed; and the plant has lain idle for more than
two years. A revival of its business is now in sight and plans
are being made to reopen the plant. The management was faced
with the problem of taking orders without any relative informa
tion as to production costs in the enlarged plant. Under these
conditions a careful survey of the plant and equipment was made;
a normal production schedule was formulated; the overhead
expense was estimated, and standard costs were computed. The
possible business in sight was of course taken into consideration,
but it was recognized that in reopening the plant it would have
to operate for some time on less than the normal production and
9
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that there would be a loss measured by the unabsorbed overhead
until normal production was attained. While the standards
established were necessarily regarded as tentative, and subject to
revision after operations had proceeded for a representative
period, the management was satisfied that the basis presented for
feeling out the market and for considering orders on competitive
prices was feasible and immeasurably better than the alternative
of guesswork.
A further instance may help to illustrate the thorny path
which the cost accountant must tread when he encounters an
unsympathetic board of directors. Some years ago a cost system,
involving the determination of standard overhead rates, was
installed for a corporation during a time of business depression
for its particular industry. Needless to state, the standard
overhead rates were substantially less than the actual rates based
on restricted output. The manager was convinced that new
business could only be obtained by basing selling prices on stand
ard (normal) costs, enabling the company to meet competition,
with the possibility of increasing output, thereby absorbing a
greater proportion of overhead. The schedule of standard over
head rates proposed was finally presented to the directors for
approval. The basis upon which the standards had been worked
out was carefully explained and it was shown that the volume of
production used as normal was far from maximum capacity and
was fixed following joint investigation by the accountant, the
manager and the superintendent. The chairman, however,
promptly rejected the whole plan on the ground that in his opinion
the company could not hope to reach the stated normal output
except in a boom year, and he insisted that costs be computed on
the basis of present actual overheads and that selling prices be
determined thereby. Arguments that by so doing the company
could not hope to obtain new business were futile. Subsequent
events showed a further falling off in production, with the result
that costs were further inflated by the increase in the rate of
overhead expense. Consequently, the increased loss from idle
capacity was concealed.

Growing Recognition of the Value of Cost Accounting
It was pointed out in the early part of this paper that while
deflation in business has not yet wholly run its course, there are
present indications of a hopeful outlook for the not far-distant
10
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future. The trying times through which the business of the
country has passed have served to emphasize the great importance
of precise methods of accounting and of accurate information
relating to the cost of producing and distributing the enormous
variety of commodities required to feed, clothe, house and
transport our ever-increasing population.
Increased interest in industrial accounting problems on the
part of business executives, as well as by cost accountants in both
public practice and private employ, is evidenced by the formation
of various associations of cost accountants, by the frequent dis
cussion of cost accounting problems at meetings of trade asso
ciations and by the increased enrolment in schools and colleges
which offer educational courses in cost accounting and allied
subjects. A further indication of the recognition of the value of
cost accounting is found in the fact that upwards of sixty trade
and industrial associations have adopted uniform accounting
systems developed especially for their particular lines of business.
Here is evidence that many business executives not only recognize
the value of correct accounting for themselves, but that they want
their competitors to keep their accounts on a uniform plan, so
that when costs are computed, they will conform to one, and only
one, conception of what constitutes cost and thereby make for
stability in the industry. While much has been accomplished in
spreading the gospel of correct cost accounting, there yet remains
a great deal to be done in this direction, and it is through the
activities of such organizations as the Associated Industries of
Massachusetts that the real value of cost accounting will be
understood and applied in industrial enterprises.
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